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Financing State Government Projects through the Capital
Market: Problems and Prospects
B.S. Ad ebusuyi""

The paper discuses the probl~s and prospeds of raisingfunds from the capital market
to finance state government projeds. The need for viable alternatives to finance
government projeds had not only been a topical issue but one that had engaged the
attention of policy makers. This has arisen because conventional sources of
government projed financing have been proving increasingly inadequate. From a
short review of available options for financing government projects such as statutory
allocations, internally generated revenue, bank and non-bank domestic borrowings,
donations and taxation, the paper discusses the relative advantages of capital market
financi ngofgovernment projeds, principal amongst which is the fad that government
subvention and other earnings can be judiciously utilized for other purposes.
Conditions for the efficient use of the market are outlined to include favourable interest
rate policy and long-term political and economic stability. A review of Nigeria's
experience indicates the success of previous attempts mainly on projects having
economic returns and to a less extent for other infrastrudural utilities. Specifically,
the paper identifies the potentials for the capital market financing of facilities like
stadia, municipal markets and industrial/housing estates, amongst others.

INTRODUCTION

The functions of the state governments in recent times include the provision of
amenities and infrastructures which are capital intensive in nature. Over the years,
most State governments, especially in the developing countries, have been carrying
out such functions with funds from external sources such as loans, grants and
d evelopment assistance or aids. These sources have often' been complemented with
d omestic resources s uch as statutory allocations from the Federation Account,
internally generated funds and d omestic borrowings. However, events in the last few
years have indicated the inadequacies of these sources. Nigeria's experience in
financing capital projects have been similar to those of other developing countries
with large revenue from oil. Thus, with the downturn in the economy, followi ng
seve re external shocks in the international oil marke t, the necessity to look for viable
• Mr. B.S. Adebus uyi is a Senior Economist, Indus trial Studies Office, Research Department, Central Bank of
Nigeria.
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a lterna tive ways of financing capital projects became imperative. There has therefore
been a gradual shift of focus to the capital market in financing government capital
projects. This pape r attempts an examination of the prospects and problems of
financing s tate government capital projects through the capital markets.
The paper consists of four sections. Section one reviews the structure, sources and
options for financi ng s tate government projects in Nigeria. Section two deals with
the relative a dvantages, conditions for efficient use as well as the problems associated
with fi na nci ng government project<; th ro ugh the ca pita! market. Section three reviews
Nigeria's experience in the use of the capital market for financing state government
projects, while secti o n fo ur gives a s ummary of the pape r and policy
recomme ndations.

SECTION I
STRUCTURE, SOURCES AND OPTIONS FOR STATE GOVERNMENT
PROJECT FINANCES
State government revenue structure consists of statutory allocations from the
Federation Account, internally generated revenue as well as capital receipts. The
s tatutory revenue source d erives from the share of the Federation Account which
accrues to each state government and is based on a pre-determined allocation
formula. Currently, the Federal Government's share s tands at 48.5 per cent, state
governments' at 24.0 per cent, while the local governments' stands a t 20 per cent. It
is important to note that the size of the Federation Account currently d epends very
heavily on the p erformance of the external sector, in particular petroleum exports
domestic sales of which is now expected to be substantial following the recent
increases in the prices of petroleum products.
Over the years, statutory allocation has constituted the bulk of available revenue
to state governments. On the average, it accounted for about 74.3 per cent of s tate
government reven ue during the period 1983-1992 (see Table 1). Inte rnally generated
funds, which d erive from the internal efforts of the s tate governments to generate
funds from available huma n, la nd and o ther natural resources, a lso represent an
important source ofrevenue. This source provides the m ost fl exible means of revenue
generation as the total amount genera ted depends on the foresight, crea tivity,
dynamis m as well as the commitment of the revenue collecting a uthority.
Internally generated revenue includes tax-based sources such as personal income
tax, stamp duties, estate duties, capital gains tax, sales tax, entertai nment tax and
pools betting tax. Non-tax sources incl ude fees and fines charged by the judiciary,
proceed s from land transactions, licensing fees, ren t o n governmen t properties,
interest paymen t-; and loans from parJstatals, reimbursements, interest on s hort-term
fixed d eposit and dividends Qn investment. This sou rce contribu{cd abou t 23.3 per

Table 1
RECURRENT REVENUE OF TIIE STATE GOVERNMENTS
(N:' millio n)
Sources of
Recurrent Revenue

1983

1984

1985

1986

1987

1988

Statutory
Allocation

2,958.5

2,799.0

3,260.8

2,843.8

6,197.1

8,181.3

% of Total

68.3

66.9

67.3

60.0

76.0

79.0

86.1

83.4

80.3

74.4

75.5

1,370.9

1,381.3

1,584.1

1,860.6

1,954.5

2,178.8

1,602.3

2,7'215.2

3,147.1

5,212.0

5,971.2

31.7

33.0

32.7

39.5

23.9

21.0

13.9

14 .2

13.1

16.3

16.8

4,329.4

4,180.3

4,844.9

4,704.4

8,151.6

10,360.1

11,502.1

19,116.5

Internal Genera led
Revenue

%of Total
Total

1989

1990

9,899.8 15,943.8

1991

1992

1993

19,203.2 23,726.9

26,811.2

Average
%of
Total

74.3

23.3

23,903.2 35,532.2 35,532.2

Source: CBN Annual Reports

~
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cent, on the average, of the total revenue of the state governments during the period
1983- 1993 (see Table 1). Generally, the level of the industrial and commercial
d evelopment of a s tate as well as the efficiency of its revenue collection machinery
play significant roles in d etermining the overall contribution of tax-based revenue to
the total revenue of s uch a s tate. This implies that states with larger concentration of
industrial and comme rcial enterprises and whose revenue collection capacities are
strong are likely to obtain more revenue from this source than those which are less
endowed .
Capital receipts constitute another major source of finance to state governments.
This consists of transfers fro m the consolidated revenue fund; the surplus of recurrent
rev enue over recurrent expenditure transferred to the capital expenditure fund;
grants from the Federal Government as well as loans (internal and external). Grants
from the Federal Government have been waning and were primarily channelled
towards providing emergency reliefs to state governments in recent years. Similarly,
the amount of external loans available to the states for capital projects has been
severely limited as a result of the Federal Government's stance on state government
bo rrowing from exte rnal sources due to mounting external d ebts and the difficulty
in servicing them in the face of dwindling external earnings.

Options for Bridging Projects' Finance Gap
With the increasing de mand on governme nts to embark on more capital projects as
a result of myriad o f factors including rapidly growing population, deteriorating
infrastructure owing to old _a ge, and the difficulty of broadening the tax base,
government is impelled to either-borrow directly from the banking system or raise
funds from the capital market. Furthermore, the recurring budget d eficits in virtually
all the states and the fact that many uncompleted capital projects are found in the
various states of the Federation make it imperative for states to source relatively
chea per funds from the capital market. Besides, a situation where to ta l revenue of
state governments only quadrupled between 1983 and 1991 while their capital
expenditures increased by about 700 per cent points to a potential problem if
solutions are not sought immediately (see Table 3). Finally, the burden of repayme nt ,
o f foreign loans, with huge interest in hard currencies, has made many state
governments look inward in mobilising funds for developme ntal purposes.
The logical question arises then as to what options are available to · s tate
governments for financing capital p rojects. Generally, the following options a re
usually considered or employed :
1.

Taxation

This refers to co mpulsory payments associated with ce rtain activities and is the m ost
common method of government fl na nee. The revenues collected throug h taxation are

Table 2
STATE GOVERNMENT FINANCES
(N' million)

Revenue

1983

1984

1985

11986

1987

1988

1989

1990

1991

1992

1993

4,329.4

4,180.3

4,844.9

4,704.4

8,151.6

10,360.1

11,502.1

19,116.5

23,903.2

31,870.5

355,532.2

(3.4)

15.9

(2.9)

73.3

27.1

11.0

66.2

25.0

33.3

11.4

% Change
Statutory Allocation

2,958.5

2,799.0

3,260.8

2,843.8

6,197.1

8,181.3

9,899.8

15,943.8

19,203.1

23,726.9

27,811.2

Internal Revenue

1,370.9

1,351.3

1,584.1

1,860.6

1,954.5

2,178.8

1,602.3

2,726.2

3,147.1

5.212.0

5,971.2

Recurrent
Expenditure

5,262.1

4,125.9

4,823.1

4,601.0

5,721.2

7,193.4

8,140.6

12,749.6

15,665.6

19,883.1

25,237.1

Current Surplus
(+)/Deficit(-)

(932.7)

+54.4

+21.8

+103.4

+2,430.4

+3,166.7

+3,361.5

+6,366.9

8,237.6

11,987.4

10,295.1

Capital Expenditure

5,828.8

650.3

1,034.0

1,173.7

2,542.3

3,585.1

4,834.1

5,355.9

10,090.2

15,702.9

14,309.5

(90.4)

59.0

13.5

11.7

41.0

34.8

10.8

88.4

55.6

(8.9)

% Change
Total Expenditure

11,090.9

4,776.2

5,857.1

5,774.7

8,263.5

10,778.5

12,974.7

18,105.5

25,755.8

35,586.0

39,546.6

Overall Surplus
(+)/Deficit(-)

(6,761.5)

(595.9)

(1,012.2)

(1,070.3)

(11.9)

(418.7)

(1,472.6)

(1,011.0)

(1,852.6)

(3,715.5)

(4,014.8)

....~

!!-

5:

~Source: CBN Annual Reports
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Table 3
HOLDING OF DOMESTIC DEBT
(Ne' million)

Year

Banking
System

Non-Bank
Public

Total

1982

11,191.0
16,807.1
19,699.1
22,191.0
22,689.9
27,587.6
35,578.7
42,160.1
65,837.2
96,399.0
142,950.4

3,656.5
5,417.2
5,975.4
5,761.0
5,761.3
9,193.0
11,452.4
14,891.0
18,255.9
19,261.2
20,542.7

14,847.5
22,224.3
25,674.5
27,852
28,451.2
36,790.6
47,031.1
57,051.1
84,093.1
115,660.2
163,493.1

1983

1984
1985
1986
1987
1988
1989
1990
1991
1992

Non-Bank
Public as %
of Total
24.6
24.3
23.3

20.6
20.2
25.0
24.3
26.1
21.7
16.6
12.6
Average 21.8

Source: CBN Annual Reports

used to purchase the inputs necessary to produce governmen t goods and services.
Consequently, taxes reduce the ability of individuals to command economic
resources for private use. A problem that may exist under tax finance is that the
resources released and made available to government as a result of taxes may not
correspond to the resources required to produce the particular goods and services
with guaranteed political equilibrium. This option is widely employed by state
governments as noted earlier while its expansion is often constrained by political
considerations.
2.

Donations

Donations to government are infrequent but when they occur are usually targeted
towards the financing of parcicular projects. In some instances, state governments
have launched schemes to solicit for donations. For instance, during the period
1984-1985, many s tate governments launched Development Funds to which
individuals and organisations were encouraged to contribute. Funds realised from
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these launchings were used for specific public projects such as water supply schemes,
upgrading of hospitals, construction and rehabilitation of roads, renovation and
construction of public buildings, etc. The success of this experiment in Nigeria was
short-lived because of political and leadership changes. In the same vein,
governments also encourage businesses and individuals with means to provide
public goods such as roads and hospital wards which would otherwise be provided
by government. Examples of this abound in Nigeria such as the Guinness Eye Centre
at Kaduna, Ayinke Memorial Ward at the General Hospital, Ikeja, Lagos, Abiola
Memorial Library, Ogun State Polytechnic, Abeokuta, to mention but a few. This
option depends on the donor and hence can not be heavily relied upon.
3.

User Charges

User charges involve making individuals who directly consume the services
provided by a public project pay for at least part of the costs of producing those
$ervices. It is used only when it is possible to exclude individuals from enjoying the
benefits of a particular public service unless a fee is paid. It is most commonly used
to finance such public services as highways, bridges and recreational facilities.
Example of user charge is tolls charged on highways. This option becomes only
relevant after the utility (project) has been completed. But the crucial thing is how to
finance the construction of the project up to the completion stage. A variant of this
is contractor-financing where the private sector builds the utility and charges prices
for a given period, after which the utility is handed over to the government.
4.

Domestic Bormwing

Domestic non-bank borrowing is a good option although it may not necessarily be
the cheapest form of financing government projects. This is because non-bank
domestic borrowing displaces s pending by households and enterprises on less
socially desirable items and it therefore gives the government command over real
resources. It is also favoured by many governments where it is politically
inconvenient to finance capital projects by taxation. Furthermore, it is considered
appropriate for the fin ancing of investment outlays as disting uish ed from
co nsumption expenditures. The use of this option should, however, be guided by
macroeconomic considerations as there should not be the assumption that borrowing
for investment outlays is always preferable to other purposes of finance. There is,
therefore, the need to restrict such borrowing in a balanced way to the financing of
investments which actually contribute to economic growth.
Non-bank domestic borrowing may also take the form of compulsory lending. This
arises when the citizens are made to surrender part of their current income for
government use which is, however, repayable at a future date. Although this variant
of borrowing is occasionally used, it is nevertheless a forced diversion of spending
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power. It resembles taxation because it is compulsory, but it is intended to avoid or
minimise some of the adverse effects of taxation on incentives to produce and
circumvent the usual political objectio ns to additional taxation. For example, in 1985, the
National Economic Recovery Fund was introduced in Nigeria whereby employees were
compelled to contribute part of their income. The contributions were to be repaid after
six months. It has been argued 1 that as a hybrid of ordinary borrowing and taxation,
compulsory lending has some of the disadvantages of both. This is because if the lenders
and the government take seriously the obligation to repay, compulsory lending will be
less effective than taxation in checking the spending of the lenders. In additio n to this,
repayments of compulsory contributio ns may come at a time that is not convenient for
the government
Gene rally, borrowing by the public autho rities allo ws the financing o f projects with
benefits that will accrue in the future without excessive reduction in the purchasing
po wer of citizens in the current period. Fo r example, co ns tructio n of a majo r public
facility s uch as a hospital or a road may take years. If these facilities were to be
financed immediately by taxatio n, individua ls w o uld be forced to forgo cons umptio n
and saving opportunities equivalent to the entire cost of the facility witho ut any
benefits accruing until the facility is fully co nstructed and functio ning .
Debt finance allows autho rities to tax citizens in future as the facility is being
co nstructed and after it is comple ted. Citizens at that future p eriod will be forced to
reduce their cons umptio n and savings to co mpe nsate those w ho volunta rily gave up
their income in the pas t to buy gove rnment securities . This, in effect, spreads the cost
ove r time and allo ws citizens to pay as the facility is being used .

5.

The Banking Sys tem

The banking system also constitutes a major source of finance to state governments.
Ho wever, the ava ilability of funds from this source has been rapidly diminishing
owing to a number of factors. Firs tly, the inability of many state governments to
service their huge indebtedness to banks have made them to be adjudged high credit
risks which should be avoided. Secondly, the privatization of mos t governmentowned banks and the consequent loss of control by the s tate governments which
implied less politically-motivated credits to governments. Finally, the introduction
of the prudential guidelines by the Central Bank o f Nigeria in 1990 has ushered in
greater professionalism and prudence in banking activities thus reducing the
incfdence of rising bad debts and non-performing loans, most of which were ascribed
to s ta te governments. For example, although comple te information on to tal loans and
advances to state and local governments by banks are not available, available
statistics had-shown that as atthe end of June, 1991, the former 21 state governme nts
owed the banking sys tem abou t N:2.5 billion out of which about N:2.2. billion was
non-performing. 2 The no n-pe rformance of these loans have meant tha t banks loans
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can possibly be recoursed to only C?n condition that such borrower state governments
agree to the issuance of Standing Payment Orders through the Federal Ministry of
Finance against their share of Statutory Revenue Allocations.
In all cases, it has been suggested 3 that the amount a state government borrows
should be governed by certain considerations such as (i) the level of receipts from
sources other than borrowing; (ii) the proportion of such receipts used in servicing
debts; (iii) the proportion of such receipts derived from stable sources which can
reasonably be expected to be sustained for an indefinite period; (iv) the level and
terms of existing indebtedness; (v) the purposes to which the proceeds of the
proposed new borrowing are to be put; (vi) the extent to which the projects and
programmes financed are self liquidating, or at least revenue producing; (vii) the
interest rate, maturity, grace period and type of amortization schedule that would
apply to any proposed new debt; (viii) economic position of the state government;
and (ix) the quality of management of the projects being financed and the
management and leadership of the state as a whole, both civic and official.
6.

The Capital Market

The capital market provides a forum where instruments are used to raise medium to
long-term funds for governments and companies to execute development projects as
well as modernise and expand existing ones. The use of this market for financing
government projects has so far been limited in Nigeria, but there has been growing
awareness about its potentials.

SECTION II
CAPITAL MARKET FINANCING OF GOVERNMENT PROJECTS:
RELATIVE ADVANTAGES, CONDITIONS FOR EFFICIENCY AND
ASSOCIATED PROBLEMS
The ca pital market is an integral part of the financial system where securities are
bought and sold. Operators in the market include merchant banks, stock-broking
firms, issuing houses, development finance companies, the Central Bank, Securities
and Exchange Commiss ion and the Stock Exchange.
Types of bonds and securities commonly traded in the market include revenue,
convertible, sinking fund, guaranteed, mortgage and floating rate bonds. Others are
development s tocks and debentures (see Appendix). Some public sector projects,
especially those that are infrastructural in nature, could be financed by variations of
these instruments, notably bonds.
As a result of the attractiveness of project financing through the capital market,
the Federal Government has, in the last two decades, been encouraging the state
governments to approach the market to raise lo ng-term capital for projects on their
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own merit. This was obviously further necessitated by compelling and concomitant
factors such as the dwindling resources at the disposal of state governments to
finance capital projects.
Advantages of Capital Market Funding of Government Projects

Some of these include: (i) More projects / infrastructure can be executed within a
period without undue strain on the treasury of the sta te or local government; (ii) there
is bette r accountability for funds so utilized because the Stock Exchange will normally
request for financial reporting on projects to be financed; (iii) government subvention
and other earn_ings can be judiciously utilized for other purposes tha t a re necessarily
income-generating; (iv) there is the possibility that much more economically viable
projects would be financed, thus reducing the tendency to spend on " white elepha nt
projects", (v) the raising of funds from the ca pital market also encourages the pursuit
of economies of scale in order to maximise the utilization of resources, thereby
allowing for achievement o f larger output capacity; (vi) raising of funds from the
capital market would lead to broader share holding which in turn would stimula te
organisatio n's desire for better performance, hig her profit and employ ment of
professional management; (vii) it also leads to making be tter use of late nt
entrepreneurial capacity, whi~h could also lead to improved accounting practices,
better performance orientation, more disclosure of information thus yielding grea ter
social benefits; (viii) it has also been argued 4 that there is immense benefit in financing
a p roject whose distinctive fea ture is a stream of returns that stretches into the future
by borrowing fo r items that are consumed currently, while those that a re used over
a considera ble period of time should be financed on pay-as-you-use bas is. However,
in spite of the above mentioned array of ad vantages of financing government projects
throug h the ca pital market, certain conditions are necessary to be m et in orde r to
ensu re efficient utilization of availa ble instruments in the market.
Conditions for Efficient Use of the Capital Market to Finance Government Projects
(i) There must be the existence of a well d eveloped and dynamic enterprising private
sector. Since the p rivate sector is expected to buy securities in the market, it should,
in this regard, be expressly seen as a necessary catalyst in overall d evelopmental
efforts. (ii) There must be a degree of control on the level of public spending as well
as reduction in the level o f inefficiency of government enterprises. (iii) A high degree
of monetizatio n of the economy must be established . (iv) There must exis t healthy
rela tionship and coopera tion by the ba nks, especially the comme rcial banks because
of their large_branch network, and the various levels of governments. (v) Another
cond ition is the structure of savings. There should be a large pool of voluntary savings
by the p ublic which could then be a ttracted as funds. However, the level of such
savings d epends o n the level of distribution of income and profit, interest rate, the
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existence of reliable and acceptable institutions as well as social attitude to savings.
It is essential therefore that the government provides a conducive environment for
investors to voluntarily place their savings in government instruments such as bonds.
(v) An effective lending rate policy should be evolved. This is because lending is
voluntary and interest is paid to induce it. The importance of an effective interest rate
can, therefore, not be over emphasized . Thus, the inclination by the authorities to peg
interest rates below their market levels, possibly in an attempt to minimise interest
cost e n government debt issues, tend to reduce the incentive to save among
households. Interest rates shou Id however neither be too high to choke off investment
nor too low to make borrowing too easy. (vii) There is also the need for a high degree
of long-term political and economic stability to infuse greater confidence in the
investing public. (viii) An equitable and sound tax system is equally very necessary
to induce private sector savings and, lastly, (ix) there must exist a well established
legal framework to regulate corporate activities, ownership and circulation of
securities as facilitative mechanism for buying and selling government securities.
Problems Encountered in Financing Governments Projects through the Capital
Market

Some of the problems encountered in financing government projects throug h the
capital market particularly in Nigeria can be classified into three. These are [a] those
associatP.d with stare governments; [b] problems attributed to the investing public,
and [c] problems relating to the economic an~ political environment.
[A] PROBLEMS ASSOOATED WITH STATE GOVERNMENTS:
i.

A majo r problem associated with the financing of government projects
throug h the capital market is the lack of qualified personnel to effectively
evaluate, appraise and monitor them. Although this is a general problem,
it is markedly pronounced with the state governments. This problem has
been seen as being responsible for the inability to fund many identified
seemingly attractive projects. Shortage of qualified staff may not be
unrelated to the remuneration scheme, conditions of service as well as
career prospects in some tiers of government.

ii.

Following from the above is the fact that even where projects are identified,
they are often unattractively marketed and therefore do not elicit
patronage of the investing public. Many of the projects are packaged in
such a way that they do not sufficiently meet the investment yearn ings
and aspirations of the investors. In a competitive economic environment
where available fund s have to be inves ted in competing projects,
government projects have to be properly packaged and they should be
investment worthy.
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iii.

A related problem is the absence of a track record of performance on the
part of many existing government parastatals which handle major
projects. Given the existence o f an array of badly executed and
mismanaged government projects, many potential investors are scared.

iv.

Another problem is that some state governments appear apprehensive
about going to th e marke t, p erhaps as a result of insufficient
understanding of the system. Many are discouraged about the interest
rates which is relatively high whe n repayment cost considerations are
considered. Thus, some states have never borrowed from the capital
market.

v.

Furthermore, there is the undeclared but highly probable notion by some
state governments that today's generation should not provide all the
infrastructure for tomorrow's larger and more productive generation,
mortgage free. This might have actually dampened their urge to approach
the capital market for financing infrastructure.

vi.

The absence of well developed and articulate financial plans by many
states constitutes another problem. Thus, even when projects are well
prepared there rarely cxi ts a good financial plan. Even in cases where
some financial plans exist, many state governments often lack the w ill and
discipline to follow through.

vii.

Finally, the frequent change of government and attendant change in
policies and programmes often result in d elays and even cancellation of
would-be viable projects.

[BJ PROBLEMS OF THE INVESTING PUBLIC
i.

The fear of embezzlement of funds constitutes a real obstacle to favou rable
d isposition by the public while considering whether or not to invest in
government projects. This fear is anchored on past cases of alleged
em bezzlement.

ii.

A related problem is the difficulty of erasing the idea that "governme nt
project" or property is nobody's business. This emanates from the notion
that wha t belongs to the government belongs to all a nd hence there may
be littl e or no commitment to actua ll y monitor its growth and
d evelopment.

iii.

Another fundamental problem is that the habits and preferences of the
saving public dispose them to p ut their savings on land, family held
businesses, or foreign balances. Few people are accusto med to buying
securities of any kind and savers arc especially skeptical of "government"
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securities. This may in part explain why the non-bank public accounted
on the average for only 21.8 per cent of the holding of domestic debt
instruments between 1982-1992 (Table 3).
iv.

Moreover, there is..little enthusiasm by many people to invest in projects
located outside certain geographical boundaries. This attitude, therefore,
poses problems of raising sufficient funds for many projects.

[C] PROBLEMS OF THE ECONOMIC ENVIRONMENT

i.

Successful raising of funds for government projects, particularly through
non-bank domestic borrowing in many developing countries, including
Nigeria, is often hjndered by the view that though such funds are often
repaid, they are diminished in relative and real amounts by growth and
inflation and may virtually be completely eroded by the latter. 5

ii.

Also, the hitherto artificial creation of interest rates differential in favour
of securities by holding down interest rates on other financial assets made
government securities unattractive.

iii.

Finally, the commercial banks and other private holders who buy sizeable
amount of government securities understandably prefer shorter
maturities which may be inadequate for sound development financing.
However, longer term maturity reduces the level of the annual debt service
burden on the state per naira raised, thus making possible substantially
larger state government borrowings from the capital market which could
serve as an incentive for such state governments to accelerate their rate of
development and progress, provided that borrowed funds are effectively
invested in productive ventures.

SECTION III
A REVIEW OF GOVERNMENT PROJECT FINANCING THROUGH
THE CAPITAL MARKET IN NIGERIA
Governments of the Federation are no strangers to the capital market. Since 1961,
when the Nigerian Stock Exchange opened its Lagos trading floor, the Federal
Government has through the Exchange raised long-term loans to the tune of about
W10 billion for on-lending to the Regional and later the state governments for
development projects. For instance, the floatation of d evelo pment stocks by the
Federal Government partly as loan on-lent to state governments continued to rise
steadily such that by 1970, N:299.0 million stocks were outstanding. This rose further
to N3,069.0 million in 1980 and peaked at N:4,910.5 million in 1987 (see Table 4)).
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Table 4
GROWTH OF DEVELOPMENT STOCKS

Year

Development
Stock

1970

299.0

1971

355.0

1972

410.0

1973
1974

521.1

1975
1976

1,024.7
1,418.7

1977

1,815.5

578.7

1978

2,197.5

1979

2,785.0

1980

3,069.0

1981

3,353.0

1982

3,557.0

1983

3,851.0

1984

3,785.9

1985

4,321.9

1986

4,810.5

1987

4,910.5

1988

4,760.5

1989
1990

4,630.5
4,402.5

1991
1992

3,961.0

4,222.5

S01ffce: CBN Annua l Reports

However, as from 1988, the state governments were advised to seek d evelopment
finance from the capital marke t following the Federal Governm ent's d ecision not to
lend new loans to the s tate governments. (For more d etails sec Okunrounmu)6 As at
that yea r, outstanding Federal Governme nt loans on-lent to state governments and
public agencies was W:3,495.4 million of total d omestic debts for the period 1971- 1988
(see Table 5). However, in 1977, the Federal Government issued g uidelines which
permitted state governments to approach the capital market for their financial needs.
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· Tables
OUTSTANDING FEDERAL GOVERNMENT LOANS
ON-LENT TO STATE GOVERNMENTS (AND
AGENCIES)/IOTAL DOMESTIC DEBT
(N' million)
Year

(1)

(2)

(3)

Amount

Total Domestic
Debt

(1)/(2)%

1971

27.6

1,074.8

2.6

1972

155.4

1,000.7

15.5

1973

130.6

1,016.2

12.9

1974

325.9

1,266.6

2.5.7

1975

310.5

1,678.9

18.5

1976
1977

200.6

7.6

422.4

2,630.0
4,636.0

9.1

1978

1,546.6

5,983.1

2.5.8

1979

_2,146.6

7,282.3

29.5

1980

1,446.6

7,918.5

18.3

1981

2,746.6

11,455.5

24.0

1982

3,046.6

14,847.5

20.5

1983

3,346.6

22,224.3

15.l

1984

2.5,674.5

13.0

1985

3,346.6
3,613.3

27,952.0

12.9

1986

3,495.4

28,451.2

12.3

1987

3,495.4

36,790.6

9.5

1988

3,495.4

37,031.1

7.4

Average: 1971---88 = 16.2
Source: Various issues of CBN Annual Reports

State governments are also allowed to borrow money from public institutions after
obtaining clearance from the Fed eral Government to do so. To further facilitate direct
borrowing from any source, including the capital market, some states ha ve
promulgated laws to authorise the creation and iss ue of registered stock.7 Provision
is also often made for the creation of a Sinking Fund which may be invested in
securities to g uaran tee regular servicing of borrowed funds. For example, the Lagos
State govern ment in 1987 went to the capital market and created N:30 million Floating
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Rate Revenue Bonds as the first tranche in financing the Lekki Peninsula New Town
Development. The second tranche of the scheme was issued in 1988 under the N60
million Floating Rate Revenue Bond and it achieved 107 per cent subscription level.
Today, the Lekki Peninsula Development Project has become a realised government
d ream.
Similarly, the first Oyo State NlO million Revenue Bond was floated in 1987 for the
development of Gbagi Business Complex and the Adamasingba Complex. It
achieved 102 per cent subscription level and presently both projects have been
completed and are in active use. In a similar vein, the Kaduna State government
created in 1989, the first tranche of the 1996 N30 million Floating Rate Revenue Bond
for the construction of Kachia Ginger Processing Plant which achieved 100 per cent
subscription. The second tranche of N30 million for the same project issued in 1993
also achieved 73 per cent subscription level.
Other states that ha'Je made some attempts to source funds from the capital market
include Ogun State which in 1986 created N50 million Loan Stock for the completion
of the Abeokuta Water Supply Scheme. The offer achieved 76 per cent subscription.
In an identical manner the defunct Bendel State attempted (though unsuccessful) in
1988 to raise N30 million from the market for the purpose of developing new
Industrial Estates at Agbor, Amukpe, Uromi and Ughelli / Ogor. The attempt was
aborted for technical reasons.
At the local government level, similar attempts had been made. For example, the
Lagos Island Local Government created a NlOO million Revenue Bond for the
develo pment of Sura market which, however, achieved only 52.5 per cent
subscription as a result of certain factors. One of the factors was the large divergence
between the coupo n rate of below 30 per cent at the time of offer and before interest
rate deregulation and the going market rate of interest of over 50 per cent following
deregulation immediately after introducing the bond. This made investors unwilling
to pick up the instrument, led to a slow-down in construction of the project with
attendant cost escalations which had led to the present uncompletion of the project.
From the foregoing, it is evident that the capital market has been a veritable source
of development finance, especially where investors positively appraise the wo rth of
the projects involved. Moreover, although only few infrastructural projects have been
packaged for finance through the capital market, available evidence suggests that
there is great potential for them in the market.

SE01ONV
SmvtMARY AND POLICY RECOMMENDATIONS
Financing projects through the capital market has become a major option available
to governments because of d w indling revenue from traditional sources such as
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statutory allocations and internally generated revenue. The financial situation of
governments has also been worsened by declining grants and internationa l
assistance from the developed countries. The quantum of repayment of foreign loans
has made many developing nations and their constituent states shy away from
sourcing credit abroad. Although financing projects through the capital market offers
a lot of benefits, certain problems must be overcome for these benefits to be realised.
These problems relate to the s tate governments, the investing public as well as the
economic environment. Previous attempts by some state governments to source
funds for capital projects have witnessed mixed outcome as a result of a combination
of factors such as the uncertain and not too favourable economic environment as well
as constant changes in government. However, there are enormous prospects for
raising funds by state governments if the following recommendations are considered:
l.

State governments that wish to increase their capacity to raise funds from
non-bank sources and particularly the capital market must be willing to
overcome their reluctance to pay realistic interest rates. Quite often,
interest rates offered on such debts are much lower than the rate of inflation
and non-official loans from abroad. Savers can hardly be relied upon to
lend voluntarily if they expect prices to rise at a rate greater than the
interest on government securities.

2.

In this context, the use of indexed bonds should be seriously considered
since inflation is expected tQ continue for some time and there is greater
uncertainty about its future rate. Indexed bonds is a situation where the
principal amount of the securities are adjusted annually by reference to a
broad price index and interest is computed on the adjusted principal.
Under this situation, the interest rate would no longer need to include an
allowance for inflation. This may be attractive to investors and savers
while it would be advantageous to state governments because the ensuing
interest rate could be much lower than on conventional loans. Some
countries like Israel have had some successes with this approach which
explained the exceptionally high domestic non-bank debt ratio of that
country despite a history of inflation.

3.

To stimulate greater participation, state governments bonds purchases
could be exempted from income tax. This will have the effect of lowering
the cost of borrowing to state governments.

4.

There is the need to consciously sensitize state government decision
makers on the desirability of raising funds throug h the capital market.

5.

The need to maintain consiste nt financial plan by state governments can
not be over-emphasized . Discipline in following through the rolling plan
is equally very essential.
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6.

At the micro level, the use of non-guaranteed bonds should be actively
promoted. This would be particularly relevant in the acquisition of land,
buildings and equipment which could thereafter be leased to private firms.
Such firms a rc then required to pay rent to cover servicing of the d ebt. The
advantage here is that a s tate government that issues revenue bond to
finance the construction of infrastructura l facilities incurs no lega l
obligation to pay interest or redeem the d ebt. out of its own reso urces. The
debts are secured through the earnings of the firm occupying the facility,
and the inves to rs evalua te the quality of s uch bond on the basis of the
firm's profitability. In this way, the state government m erely serves as the
organ through which such firms borrow indirectly.

7.

State governments could also iss ue revenue bonds to finance s uch
revenue-earning projects at stadia, municipal markets, viable indus trial
projects, housing programmes, shopping complexes, amusement parks,
hotels and tourist cen tres amongst others. Caution should, however, be
exercised so that non-guaranteed bonds are not used for purposes that are
not self financing.
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APPENDIX - DEFINITIONS
Revenue Bonds: These are issued by state or local governments. They are
us ually project-tied, and it is expected that the underlying projects should be
viable enough tha t both the principal and the interest on the bonds will be paid
from the returns accruing to such projects. Example of such projects are water
schemes, markets building, roads and bridges, hospitals, etc.
Convertible Bonds: a(f! long-term debts which carry the feature of possible
exchange i,n to specific number of shares or even to purchase government
p roperty.
Sinking Fund Bond: is where the borrower puts certain fixed amount of funds
into reserve which, when invested, earn some income before the payment date.
Guaranteed Bonds: This ens ures that high-risk investments are guaranteed in
addition to the pledging of assets.
Mortgage Bond: is where the holder is given a prior right to some assets of the
borrower.
Floating Rate Bond: The bonds coupon rate is made floating in order to hedge
against interest rate fluctuati on. The base can be linked to some indices such as
the Minimum Redfscount Rate, Tre.1sury Bill Rate, etc. An innovation in this
instrume nt is the issuance of zero-based coupons which carry no fixed rate of
returns but offer the investor the prospect o f significant capital gains. Other
types of bo nds which are issued world-wide include equipment trust
certificates, co!Jate ral trust bond and po11ution control bond.
Debentures: is one of the most popular bonds in Nigeria. It is a long-term debt
instrument which is not secured by any specific asset or assets of the issuer. The
holder is dependent on the earning power and reputation of the issuers as the
main source of the bond's value. This bond is particularly utilized by publicly
quoted companies in Nigeria.

Development Stocks: These are bonds issued in the Nigerian Capital Market
by the Federal Government to execute some specific projects or for onward
lending to state and local governments and other government parastatals. It is
secured by the nations total resources.
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